Introduction
Historically, fund managers and investors have considered emerging market equities as a separate asset class in making their portfolio allocation decisions. For example, an asset manager might be instructed to divide an institutional investor's portfolio into 20% emerging market and 80% developed market securities. Within these broad divisions, the asset manager would usually be given discretion to allocate his or her portfolio among individual country and/or industry securities based on their risk, return and correlation characteristics.
In recent years a number of economic, legal, accounting and financial developments have eroded the sources of separation between what had been thought of as "emerging" and "developed" country financial markets. For example, Henry (2000) and Bekaert, Harvey and Lumsdaine (1998) identify a whole spectrum of financial liberalization developments that have eased the flow of capital into and out of so-called emerging markets. These liberalizations include capital market reforms that have reduced the constraints and limits on foreign investors (such as those imposed on the proportion of shares a foreign investor might hold in domestic firms'equities), as well as the establishment of country funds.
Many of the initial liberalizations took place in the mid to late 1980s and have continued into the 1990s, even as emerging markets experienced considerable return volatility during this period. Part of this return volatility has been attributed to internal conditions (e.g., Mexico, Russia, Indonesia, etc.) while part has been attributed to the greater openness of emerging market economies to external shocks (so-called contagioneffects). Developed country markets have not been immune from either increased volatility or contagion emanating from emerging markets. For example, US and UK financial market volatilities were significantly impacted by both the Asian and Russian crises of 1997 and 1998. This paper examines quantitative and qualitative evidence underlying the view that emerging market equities no longer represent a separate asset class and, relatedly, that world capital markets are becoming increasingly integrated. We find that empirical evidence strongly supports the view that the world's financial markets are becoming increasingly integrated and that the integration process encompasses emerging markets.
As a result, the idea of rigidly separating emerging market and developed market pools of investable funds (along with adopting separate performance benchmarks) seems no longer appropriate. Indeed, recent moves by international investors to benchmark their portfolios to MSCI's all-country world index (ACWI) and related world indexes -which include both emerging-market and developed market securities -seems a step in this direction. 1 In Section 2 of the paper, we assess the empirical evidence indicating greater integration among the world's capital markets. This first set of tests involves an analysis of the correlation structures among individual country equity markets during the 1988-1999 period. Particular attention is directed towards analyzing individual country (MSCI) stock return correlation structures and efficient frontiers over the 1988-93 period, compared with the more recent [1994] [1995] [1996] [1997] [1998] [1999] period. We also analyze the structure of the correlations among political risk indicators 2 for a similar group of countries over similar time periods.
The second set of tests involves analyzing the ability of global economic factors (after controlling for the effects of local economic factors) to explain the determination of monthly equity returns in emerging market countries during the 1988 to 1999 period and associated sub-periods. A final set of tests examines correlations among country return volatilities (rather than return levels) as well as the proportion of individual emerging market stock return volatilities that can be attributed to global rather than local factors.
In Section 3 we consider additional evidence supporting the notion of increased integration of emerging and developed country financial markets. This involves analyzing the growth in emerging market ADRs (and cross-border listings), the growth in foreign direct investment (FDI) in emerging market countries, trends in international capital flows and the growth in cross-border merger and acquisition (M&A) transactions among developed and emerging market countries. Each of these developments is supportive of the view that world capital markets are becoming more integrated.
Section 4 presents a summary, and discusses the implications of the paper's findings for international asset allocation and performance benchmarking. We also show the returns and risks on three commonly followed MSCI indexes: the Emerging Market (EM), the World (ACWI-free) and EAFE indexes. 5 Also included are the annualized equity returns and risks over the 1988-1999 period for four developed markets --the US, Germany, the UK and Japan. The familiar pattern of higher emerging market returns (means) and high risks (standard deviations) compared to the (four) developed countries is clearly evident.
Quantitative Evidence Regarding Increased World Capital Market Integration
However, while individual returns and risks are clearly important for international portfolio allocation, key additional ingredients are the correlations among country returns. In particular, if correlations among emerging and developed market countries have increased with time, it would be consistent with the view that these countries' equity markets are converging towards a single asset-class (reflecting the greater integration of world capital markets) and that fund managers have a declining ability to achieve "gross" diversification gains by subdividing asset portfolios and countries into an emerging market group and a developed-market group.
The (monthly) return correlation relationships are analyzed in two different ways:
(i) based on local returns, and (ii) based on US dollar adjusted returns. In turn, these data are divided into two equal sub-periods to test the degree to which correlations among emerging and developed countries have increased. The chosen sub-periods are 1988-1993 and 1994-1999 . Since the 1997 Asian crisis may have had a distorting impact on returns and risks in the period immediately surrounding the crisis, the return correlations for the second sub-period (1994) (1995) (1996) (1997) (1998) (1999) were also re-estimated excluding the April 1997 to October 1997 period.
Overall, whether using local returns, dollar returns and including or excluding the immediate Asian crisis months, these correlations essentially tell the same story. This can be seen in The effect of the increased correlations (integration) on the potential gains from simple country-by-country diversification are shown in Figures 1 and 2 . Figure 1 compares the efficient mean-variance of returns frontier, based on monthly country index returns, for the 1988-93 period with the efficient frontier for the 1994-99 period. Figure 2 shows the efficient frontier for the whole period 1988-1999. From Figure 1 it can be seen that gains from simple country-by-country diversification were unambiguously lower in the 1994-99 period over all risk-return ranges except the very lowest. The flatter (less convex) frontier in the second sub-period (1994-99) reflects the more positive correlations among country returns reported in Table 2 (Panel A) above. This suggests that, increasingly, enhanced performance for asset managers will require strategies beyond simple asset allocations into country or regional baskets. Indeed, in the future such strategies will need to include increasing emphasis on industry and firm level analysis of emerging and developed country equity investments so as to best exploit informational and transaction cost advantages of asset managers.
While both economic and political factors are likely to impact the correlation structures shown in Further tests of significant differences between the two sub-period correlations of emerging market political risk rating changes and developed country political risk rating changes indicates that, in many cases, the trend towards more positive political rating correlations is statistically significant. This is shown at the bottom of Table 2 (Panel B) where over 80% of the political risk correlations of eleven emerging market countries with developed market countries show a significant increase for 1994-9 over 1988-93.
Possible legal, accounting economic policy and regulatory effects underlying this increased integration are discussed in more detail in Section 4 of this study.
While the evidence seems to be clear that equity-return and political-risk rating correlations are increasing among countries, it is still not clear whether this means that global factors rather than local factors are more important in driving returns today than in the past. For example, international return correlations may still be highly dependent on correlations among local factors. In recent years, there has been considerable interest in the ability of a pre-selected set of common factors to explain (predict) emerging market country returns --see the references in Errunza, Hogan and Hung (1999) , for example. In their paper, examining the 1976-93 period and seven developed and nine emerging market countries (when financial market liberalization was in its early stages in many emerging markets), 7 the authors found that a US investor holding portfolios of US domestic stock, combined with ADRs , closed-end country funds and stocks of multinational corporations could achieve many of the same return-risk characteristics of emerging market indexes without ever investing in non-US equities.
Here we analyze the degree to which a pre-determined, common set of domestic (local) and global factors can explain emerging market returns, and whether there is a significant effect of global factors on emerging market returns over and above the effects of local factors.
A summary of the results are presented in Table 3 , where we show the degrees of fit (R 2 ) of the factor regressions and the F-test statistics, which indicate the degree to which global factors explain a given country's returns over and above the effects of local factors. 8 For example, in the first sub-period , local factors explained 9.3% of Brazilian returns (R 2 =.093) while local plus global factors explained 28.2% of returns (R 2 = .282) 9 . The F test statistic (F=2.181) indicates that when global factors were added to local factors, it significantly enhanced the ability of investors to explain Brazilian equity returns through simple linear regression factor models. As is evident in Table 3 , in Politics (6%), (viii) Law and order tradition (6%), (ix) Political terrorism (6%), (x) Civil War (6%), (xi) Political party development (6%), (xii) Quality of the bureaucracy (6%). 7 Errunza, Hogan and Hung (1999). 8 The relevant local factors included in the regression (similar to those used by Bekaert and Harvey (1998) and Harvey (1995) )were all lagged one month. These factors were excess market return over the risk-free rate, market capitalization to GDP, balance of trade to GDP, inflation rate, percentage change in industrial production and where available short-term interest rates and the corporate bond index spread over treasuries. The relevant global factors (all lagged) included, excess return on the world market index, MSCI world index dividend yield, world inflation, percentage change in world industrial production, spread between the 10 year treasury yield and 3 month T.Bill yield, the percentage change in the price of oil and the US bond spread (BBB 7-10 year corporate bonds over maturity matched treasuries).
addition to Brazil, global factors added significantly to the explanatory power of local factors in the determination of stock returns in Greece, Jordan, Malaysia, the Philippines and Thailand over the 1988-93 period.
The second half of Table 3 shows the ability of local and global factors to explain returns during the most recent 1994-1999 period. In 8 out of 10 cases the R 2 of local plus global factors is higher in the second (1994) (1995) (1996) (1997) (1998) (1999) sub-period compared to the 1988-93
sub-period, with predictability (R 2 ) lying in the 23% to 40% range --which is quite high for monthly returns. Moreover, in 6 out of 10 cases, global factors added significant explanatory power (over and above local factors) to the prediction of emerging market returns. Table 3 also shows the factor regression results for selected countries that were added to the MSCI index at later dates. In all but one case, global factors increased the explanatory power of the return equations, although these effects are not statistically significant due to the relatively short sample periods over which these return equations were estimated. For all 10 emerging market countries (and for 5 of them significantly so), allowing the regression coefficients to "shift once over time" improves the explanatory power of the factor-return model. Moreover, in two of the five cases in which allowing for a regime (and thus coefficient) shift in 1994 did not significantly improve the fit of the model, when the regime shift was assumed to occur after a material capital market liberalization there was a significant effect on the explanatory power of the factor model.
These two countries were Argentina (November 1989) and Brazil (May 1991).
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Overall, the results are consistent with a time-varying but increasingly predictable relationship among local and global factors, on the one-hand, and emerging market returns on the other.
In Table 5 we extend this analysis by examining the degree of response of emerging-market equity returns to global and local factors by using an econometric model of time-varying returns developed by Bekaert and Harvey (1997) . 10 This model not only allows returns to be continuously time-varying in their relationship to local and global factors, but also allows returns to be non-normally distributed (in general, emerging market returns exhibit both skewness ("fat-tails") and kurtosis ("peakedness").
In particular, Bekaert and Harvey (1997) allow for the non-normality of returns by modeling the time-varying volatility of returns using a GARCH process. 11 Using this approach, we calculate both the average (conditional) correlations among emerging market returns and global returns over different time periods, as well as the proportion of the variance of local returns (on average) due to the variability of world factors --see the correlation and variance columns in Table 5 . A "conditional" correlation is like the 9 The liberalization dates were obtained from Henry (2000). 10 One conceptual way to think of the methodologies in Tables 3,4 and 5 is as follows: in Table 3 we analyze local versus global factor effects on emerging market returns assuming that the sensitivities of local returns to these factors (the "b" coefficients) are stable over each period analyzed. In Table 4 we allow these sensitivities (or b's) to shift once -either mid-way through the sample period or at the time of some liberalization event. Finally, in Table 5 , the sensitivities (b's) are allowed to vary continuously.
relative effect of a shock in local factor loadings on local returns relative to the effect of a shock in global factor loadings on local returns. This suggests that it will be those fund managers with superior research teams at the emerging market firm and industry levels who will be in the best position to place informed micro-bets that beat target and competitor benchmarks.
Economic Evidence of Enhanced Emerging Market-Developed Market Integration
In addition to statistical tests on returns and political risk ratings, it is possible to make a case that enhanced integration of emerging market and developed countries economies and capital markets has occurred using basic economic data. Table 6 shows trade flows --exports and imports --between emerging market countries and OECD countries, both in dollar terms as well as a percent of emerging market country levels of GDP. As is apparent in the final column of Table 6 , the proportion of emerging market exports to GDP increased by over 50% between 1985 and 1997, from 9% to 15%. Table 7 , and its annualized disaggregation Table 8 Tables 10 and Table 11 show the number and value (capital raised) of emerging 
Summary and Conclusions
This paper has examined the case for viewing emerging market countries equities as a similar asset class to developed countries equities. While a number of frictions and barriers still remain to full capital market integration, especially in the areas of legal enforcement and accounting standards, the underlying liberalization of emerging market capital markets, their increased openness to FDI, the growth of ADRs and similar cross listings, the growth of country funds as well as the surge of cross-border M&A transaction --along with developments in information and other technologies --have significantly enhanced the degree of integration and financial flows among the world's capital markets. Indeed, a core contribution of this paper consists of correlation and factor tests that show the extent to which capital market integration has accelerated in recent years, both economically and politically. In sum, it is hard to argue today that the 10 to 15 largest emerging market countries should be viewed as a separate asset class from those countries considered to be developed. Local factors :(all lagged) : excess market return,market capitalisation to gdp,trade to gdp inflation, change in industrial production,and where available short term interest rate and bond index spread over US treasuries Global factors :(all lagged) : excess world index return,MSCI world index dividend yield, world inflation, change in world industrial production,difference between 10 year bond yield and 3 month US T bill,change in priceof oil, US bond spread (BBB 7-10 year corporate bonds over US treasury) Local factors :(all lagged) : excess market return,market capitalisation to gdp,trade to gdp inflation, change in industrial production,and where available short term interest rate and bond index spread over US treasuries Global factors :(all lagged) : excess world index return,MSCI world index dividend yield, world inflation, change in world industrial production,difference between 10 year bond yield and 3 month US T bill,change in priceof oil, US bond spread (BBB 7-10 year corporate bonds over US treasury) 
